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NOTES AND MEMORANDA S61 



THE CAUSE OF INTEREST. 

A helpful discussion of the nature and laws of capital and 
interest has been carried on in the Quarterly Journal of Eco- 
nomics for several years, but I think no one will claim that 
such a satisfactory explanation of the cause of interest has yet 
been reached as to justify the closing of the investigation. 

The problem, in simple form, is this : Why is the surety of 
$105 at the end of a year worth but $100 now? 

In the last number (p. 247), Professor Giddings sums up the 
explanation of Professor Bohm-Bawerk* in the following as- 
sumptions, as he calls them : — 

(1) That mankind generally esteem present pleasure above 
future pleasures, including those derived from the consump- 
tion of goods; (2) that different estimations of present and 
future pleasures derivable from goods are the same thing as 
different estimations of the present and future goods them- 
selves, and not only so, but that they are the same thing as 
different estimations of goods obtained, and to be obtained, 
through the process of capitalization. 

Professor Giddings objects to the second assumption, and, 
finding the first inadequate, supplements it with the following 
explanation : — 

If there is no possible way of capitalizing wealth or creating capital 
without, for the time being, increasing the arduousness or the duration 
of labor, though men should value present and future pleasures as such 
in exactly equal measure, they will always discount something from the 
subjective value of future products of capitalistic production as com- 
pared with present products of like kind and number, on account of the 
extra effort involved in capitalizing the present products. 

That is to say, the $100 now is equivalent to $105 a year 
hence, because the production of the $105 will require a pres- 
ent capitalization of products which can only be accomplished 
with increasing sacrifice, equal in general to the extra $5. 
One more step will make the error apparent : for $100 now I 

*I assume that he refers to Professor Bbhm-Bawerk, though the latter gives 
a more complete explanation of interest. See his Kapital und Kapitalzins, ii. 
261-300, and Quarterly Journal of Economics, iii. 341. 
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am -willing to pay you $105 at the end of the year, because I 
shall have to make an extraordinary sacrifice in order to pay 
it. This reduces the proposition to an absurdity, but I see no 
other outcome to Professor Giddings's statement. 

The extra sacrifice, if such there be, has already been made 
in supplying the $100. And why a similar sacrifice will not be 
necessary in order to return $100 at the end of the year, Pro- 
fessor Giddings does not explain ; though, in view of the profit 
which may be made during the year by means of the $100, the 
repayment of $105 seems to us just and reasonable. 

The explanation of interest as a payment for the use of cap- 
ital is, however, rejected by Professor Bohm-Bawerk, on the 
ground that a value for use independent of the value of the 
capital itself is inconceivable. It seems to me that he has only 
corrected the use theory of interest, instead of nullifying it, as 
he claims ; but it would require too much space here to review 
his arguments. 

The theory which Professor Bohm-Bawerk offers as a full 
explanation of interest has already been presented to the 
readers of this journal.* It is epitomized in these words : — 

Present goods invariably possess ..a greater value than future goods of 
the same number and kind; and, therefore, a definite sum of present 
goods can, as a rule, only be purchased by a larger sum of future goods.t 

This position has met with general acceptance, and, in fact, 
is self-evident so long as interest is actually and regularly paid. 
$100 now exchanges for $105, to be paid a year from now, be- 
cause men value $100 present as highly as $105 to be realized 
a year later. Surely, two large volumes were not required to 
establish such a simple fact ! It seems to me that Professor 
B5hm-Bawerk's statement is only another and more general 
way of saying that men are willing to pay interest for the 
return they get, and is really no explanation at all. Accord- 
ingly, we find a large part of the second volume of KapitaH 
und Kapitalzins devoted to the reasons for the higher valua- 
tion of present goods. 

Professor Bohm-Bawerk's conception of the relation be- 
tween the usefulness and value of capital leads him to oppose 

*By James Bonar, October, 1888, and April, 1889. 

t Kapttal und Kapitalzins, i. p. 259 of Smart's translation. 
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the older political economists in the prominence which they 
gave to the usefulness of capital as an explanation of interest 
payments, and to bring into much greater prominence the idea, 
quoted above from Professor Giddings, of an estimation of 
present pleasures above future pleasures. 

The latter idea is doubtless well founded, but two consid- 
erations make it seem insignificant as an explanation of in- 
terest : (1) Comparatively little money is borrowed for the sat- 
isfaction of present pleasure, but generally for use in direct or 
indirect production for future consumption. (2) Savings are 
largely made in provision for future comfort and pleasure, and 
would still be made if no interest return could be obtained 
from them. 

If the control of capital added nothing to the income of the 
borrower, loans might still be made upon the strength of this 
comparative estimation of present and future pleasures. Men 
might be willing to pay some interest for the sake of doing 
their play first and their work afterwards ; but in such cases 
the advantage to the borrower is so slight, compared with the 
risk of the lender, that transactions of that kind are few and of 
little weight in accounting for interest as we actually find it. 

At some future time I may attempt a more detailed criti- 
cism of Professor Bohm-Bawerk's arguments, and the develop- 
ment and defence of an analysis which seems to me to give a 
truer explanation of the various phenomena of interest which 
we actually observe in the business world. At present I offer 
the following brief outline : — 

The value of anything is equal to its usefulness as limited by 
the sacrifice of substitution. The loaf of bread is worth only 
five cents to me if I can obtain another loaf for five cents. 

So far as competition is free when goods are regularly pro- 
duced for a regular demand, the sacrifice of substitution be- 
comes proportional to the expenses of production. This sac- 
rifice of substitution, usually depending through the medium 
of supply and demand upon the expenses of production, de- 
termines, within the limits of effective demand, the values of 
all products, whether designed for immediate consumption 
or for use as capital in further productive processes. 

Professor Bohm-Bawerk says that the use of capital goods 
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is included in their values and determines their values, but 
this only applies when the supply and production are limited. 
The coupling connecting the locomotive with the train may 
be as useful as the engine itself ; but it is much less valuable, 
because so much more easily replaced. Usefulness creates the 
demand for capital goods, but does not determine their values. 

Granted, then, that we have products both for consumption 
and for use as capital, and that the values of these products 
are fixed by the sacrifice of substitution, let us proceed with 
the consideration of that part which is designed for use in fur- 
ther production. It is evident that capital is of great service 
in production, and that the benefit — other things being equal 
— is proportional to the duration of the service. A machine 
which will save $100 expense in one month will save another 
$100 the next month, and so on so long as its efficiency is un- 
impaired. Money capital may always be invested in forms of 
this kind, which, like the economy of machinery or the com- 
fort of shelter, will bring a return proportional to the duration 
in time. Hence it is that the surety of $100 next year is not 
worth so much as $100 in hand ; for the money in hand can be 
so invested as to administer somewhat to our comfort or profit, 
and still be worth $100 at the end of the year. It is the use- 
fulness of capital, for the most part, which makes present goods 
worth more than future goods, and gives rise to interest. 

Evidently, under free competition and a given state of in- 
dustrial development, capital will first be invested in those 
forms which will give the greatest annual return per unit of 
value. Only a part of the possible uses of capital can be taken 
advantage of with our present limited supply ; and, as differ- 
ent forms of capital yield various degrees of return, there is 
naturally a more or less definite marginal return which a man 
may expect to obtain simply for the use of his capital. Any- 
thing above that marginal return is subject to the distributing 
force of competition, and any investment which gives less than 
the marginal return will not in general be maintained. The 
marginal return is the lowest return which must be accepted, 
in order to keep approximately all the capital in employment. 
Thus it happens that, while different forms of capital are of 
all degrees of utility, the rate of interest is comparatively low, 
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and comparatively definite. It tends to rise as the produc- 
tivity of capital increases, but at the same time it tends to fall 
as the supply of capital increases. The supply of capital for 
use is maintained and increased through abstinence from pres- 
ent consumption. The difficulty or sacrifice of such abstinence 
retards the growth of capital, and thus helps to maintain, 
though it does not determine, the rate of interest. 

David I. Green. 
Johns Hopkins University, Baltimore, Md. 



WAGES AND THE STANDARD OF LIVING. 

Mr. Bonar, in his article on " The Value of Labor in rela- 
tion to Economic Theory," asks a question which he implies 
cannot be satisfactorily answered. He says : " Hence a recent 
writer in almost so many words describes the raising of the 
standard [of living] as the only way of raising wages. We 
are led at once to ask how the standard is to be raised if the 
wages themselves are not raised first, and next how the stand- 
ard can be kept up if the supply of laborers is not kept 
back."* 

1. Whether the standard of living can be raised without 
wages being raised first and whether the raised standard will 
tend to raise wages are two different questions. The first 
can, I think, be answered in the affirmative. Take, for exam- 
ple, the case of one class of workmen in a particular district. 
Suppose that the ordinary wage of carmen in East London in 
1870 was 18s. a week, and that the average age of the carmen 
who married in 1870 was twenty-two years. Consider the 
probable history of a typical carman's family during the en- 
suing twenty-one years. B, the carman in question, has six 
children, and, when the eldest is about twelve and the young- 
est about three, the heaviest strain is put upon him to support 
them ; but after that one child after another becomes a wage- 

* Quarterly Journal of Economics, January, 1891, p. 159. 



